This paper discusses the necessity and effectiveness of Basel III in ensuring prudent risk management in the banking system across the world. The aftermath of the
Introduction
Risk management constitutes one of key concerns of all banking institutions. Risks are very central to the operations of every bank as they are the main reasons for earning returns on investments and variation in returns. The higher the risk, the higher the return on investment, all things being equal. Due to the critical nature of risks and the devastating effects they are likely to pose to the survival of every bank, it is very crucial for banks to acquire the needed capacity to develop and implement effective risk management policies and procedures. This is to enable the banks identify and measure all potential risks associated with their peculiar operations and consequently put in place the appropriate mitigating measures to avoid making huge losses. In addition, risk management policies should also be periodically reviewed and amended to reflect changing conditions. The impact of the fall of international-oriented banks This paper provides the overview of Basel I, II and III, show the key differences between them and examine the effectiveness of Basel III in bringing prudent risk management in banking.
The papers also looks at the status of Basel III implementation as at September 2015.
Background to the Promulgation of Basel III
The Basel Committee for Banking Supervision was established in 1974 with mandate "to strengthen the regulation, supervision and practices of banks worldwide with the purpose of enhancing financial stability" (Bank for International Settlements, 2015, para. 1). Its establishment was in responses to financial debacle that resulted in completion of a currency exchange transaction between certain banks in Germany and United States of America due to time and regulatory differences. The Committee's establishment was hailed by many due to the positive impacts that it was expected to have on banking system in general in terms of standardization of banking norms, improvement in banking supervision and introduction of collective approach to tackling issues that affect the banking system.
As part of its mandate, the Basel Committee on Banking Supervision has since 1988 published what are referred to as the Basel Accords. The Basel Accords refer to set of international rules which provide recommendations on banking regulations with regards to certain aspect of banking risks relating to capital, market and operations. One of the key roles of the Basel Accord is to ensure standardization of banking practice across all nations.
Basel I which is the first accord, was published in 1988 and focused on capital adequacy and minimum capital that banks are required to hold. Under this Accord, assets of financial institutions were classified into five categories according to credit risk as follow:
i. 0% -cash, central bank and government debt and any OECD government debt ii. 0%, 10%, 20% or 50% -public sector debt iii. 20% -development bank debt, OECD bank debt, OECD securities firm debt, non-OECD bank debt (under one year maturity) and non-OECD public sector debt, cash in collection iv.
50% -residential mortgages; and v. 100% -private sector debt, non-OECD bank debt (maturity over a year), real estate, plant and equipment, capital instruments issued at other banks.
Basel I required banks that operated internationally to hold capital not less than 8% of their risk-weighted assets with the aim of mitigating credit risk -a minimum of 4% in Tier I Capital (Equity Capital + retained earnings) and more than 8% in Tier I and Tier II Capital. Thus, a bank that has risk-weighted assets of $200 million, is required to maintain capital of at least $16 million.
According to Chumo (2011) , the introduction of Basel I brought immediate improvement in the capital ratio of undercapitalized banks and increase the ratio to Risk Weighted Assets (RWA) for G-10 Banks from 9.3% in 1988 to 11.2% in 1996. In addition to this, the Accord provided a platform for standardization of capital requirements across the world and provided some level of mitigating measure for one of the key risk facing international banks, Credit Risk.
Credit risk is the risk of that a borrower may fail to honor its debt obligations when they fall due. Not only that, Basel I contributed to global awareness of the importance of holding capital in anticipation of possible financial distress, the realization that international banks do not operate in isolation and the need for collective efforts towards achieving soundness and stability in the banking system.
Despite the above positives, Basel I was bedeviled with certain problems. For instance, the scope of 1988 Accord Capital Requirement was limited to credit risk. This Accord failed to take into consideration other key risks that have the potential to derail the banking system.
These key risks include market risk, liquidity and operational risk. Again, the Basel Committee on Banking Supervision expected national authorities, such as regulators, to ensure that banks within their jurisdiction comply with the Basel I capital requirements. The inability of these national authorities to accurately verify the calculation of risk-weighted assets could result in understatement of the capital adequacy ratio and consequently, the minimum capital banks were supposed to hold. According to Perez (2014) , the failure of Basel I to consider the degree of riskiness of counterparty within an asset category was one of its setbacks. The assertion by
Perez (2014) iii. Required financial institutions to assess their overall risk profile and calculate the capital to be held against this additional risk;
iv. Provided supervisors the authority to evaluate each bank's overall risk profile and proceed further to prescribe a higher capital ratio where necessary;
v. Required banks to disclose information relating to the estimation of their capital positions and risk management processes.
There is no doubt Basel II was an improvement on Basel I due to certain advantages it provided.
Firstly, the risk-insensitivity problem regarding counterparty / default risk associated with
Basel I was to a large extend solved under Basel II as the risk -weights used in calculation of capital requirement for credit risk was based on credit-rating undertaken by internationally ii. Basel II's interaction with fair-value accounting caused remarkable losses in the portfolios of intermediaries;
iii. The delegation of assessment of credit risk to non-banking institutions, such as rating agencies under Basel II framework was subject to possible conflicts of interest;
iv. The key assumption that bank's internal models for measuring risk exposures are superior than any other was said to have been proven wrong;
v. Basel II provided incentives to intermediaries to deconsolidate from their balance sheets some very risky exposures.
However, there are others who hold a contrary view on the fact that Basel II was a major cause of the global financial crisis. According to Kolb (2010) it may be true that Basel II might have contributed to the global financial crisis but as to whether it was the main cause is yet to be proved convincingly. There is no doubt that there were some gaps in Basel II. For instance, there were some key risks that should have been catered for under the Basel II but were neglected until the financial market was heavily hit in 2007/2008. International banking activities such as trading, securitization and derivatives were in the existence before the Basel II was published. As to why we failed to identity these risks inherent in these banking activities, its negative on the banking system and to make adequate provisions for them is mind boggling.
The dependent on the financial institutions themselves and their national supervisors to determine other risks whose estimation methods were not covered under Basel II was a recipe for disaster. Besides, the introduction of credit-rating to the categorization of assets was positive as it helped addressed the issue of risk-sensitivity. However, loan portfolios of international banks may not include loans to credit-rated companies. How assets relating to unrated counterparties were to be categorized were not clearly specified under Basel II. The Committee intends to achieve the above objectives through capital and liquidity reforms as well as focus on systematic risk related issues. The highlights of Basel III requirement are:
 Increase in common equity requirement from 2% to 4.5%;
 Increase in Tier I Capital from 4% to 6%;  Elimination of Tier 3 Capital formerly used in market risk; 
The Relevance of Basel III in ensuring prudent risk management in banking
The necessity of the Basel III in enhancing soundness and stability in the banking sector cannot be over-emphasized. Nout Wellink, Chairman of the Basel Committee on Banking Supervision has indicated that the proposed amendments reflected under Basel III would ensure that certain risks relating to trading activities, securitizations and exposure to off-balance sheet vehicles are better reflected in minimum capital requirements, risk management practices and disclosures to the public (Bank for International Settlement, 2010).
Basel III has no doubt, been a great improvement on the previous Accord and its relevance in ensuring prudent risk management cannot be underestimated. The increase in common equity requirement to 4.5% and Tier 1 Capital (going concern) to 6% will further boost the banks' resilience to stress. The introduction of Capital Conservation and Counter Cyclical buffers of 2.5% of Common Equity Tier 1 and between 0 to 2.5% of Risk Weighted Assets respectively could go a long way to cover excessive risk taking such as sub-prime lending, securitization and other off-balance sheet items. Besides, the inclusion of trading and off-balance sheet transactions and attachment of more weight to securitization and derivatives have the potential to check excessive risk taking and provide better buffer for banks. In addition to these, risk management practices would also be improved through the calculation of Credit Valuation Adjustment Capital Charge to cover mark-to-market losses on counterparty risk to Over-the- to the balance sheet, separate disclosure of all regulatory amendments, description of key characteristic of capital instruments, disclosure of all limits of capital and minima, disclosure of Tier 1 Capital and other capital ratios would boost public access to company information and aid in investor decision makings. Last but not least, the more stringent risk management practices and public disclosure are likely to improve investor confidence and protection.
In spite of the improvements detected under Basel III, some writers hold the view that though it is necessary to improve the soundness and stability of banking system, the Accord is not sufficient in ensuring total prudent risk management. According to Laurens (2012) , the dependence on national supervisors and authorities to implement the Basel III as pertained during the Basel II is likely to slow down the implementation process and meeting of timeline as evidenced in Basel II. Lauren (2012) assertion was based on the premise that one needs to take into consideration varied national policies, cultures, regulatory framework and so on. Even though, this may be true, it is important to accommodate these diverse factors to make the Accord easily adaptable to prevailing conditions within the host nation. Where the Basel Committee on Banking Supervision deems it fit to revise the implementation timetable it can do so within a reasonable period. The Committee has already extended the completion period 
Conclusion
The Basel III is a fundamental banking reform that aims at strengthening global capital and liquidity regulations in order to promote a more resilient banking sector. This Accord was necessitated by the weakness exposed by the global financial crisis in 2007 /2008 . (Basel Committee on Banking Supervision, 2011 Laurens, 2012) . There is no doubt that Basel III is necessary and would contribute immensely to prudent risk management and improve the soundness and stability of the international banking system. In addition to providing remedies for certain key risks such as leverage risk and liquidity risk, it enhances better asset-liability management, risk management practices and capital buffer. Basel III has better positioned the public including investors, regulations and other key stakeholders with the international banking space to have access to banking information as a result of its improved public disclosure requirements. All these have the potential to ensure prudent risk management in the banking system. However, whether prudent risk management would be achieved with Basel III would be dependent on key factors and stakeholders. These factors regular training of supervisors, adequate logistics for effective supervision, incorporation of auditors in the implementation of the Accord, putting in place measures to compel national authorities to comply with the Accord and instituting stringent sanctions for non-compliance.
Implementation of the Basel III is said to be on track and the Basel Committee on Banking Supervision is confident the 2019 deadline would be achieved.
